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Since your last meeting in February, the dollar has 


risen by 1-2 percent against the Swiss franc and the German 

mark, by 6 percent against the yen, and by even more against 

some other European currencies. The dollar is now trading 

above year-end levels by about 7 percent against the Swiss 

franc and German mark and as much as 13 percent against the 

Japanese yen. 

The dollar's most recent advance, triggered initially 

by interest-rate developments early in the year, has by now 

been reinforced by an improving swing in market sentiment. 

The market is no longer talking about the dollar being under-

mined by a recession-induced drop in U.S. interest rates and 

a deterioration of our balance of payments. Instead, the 

market was impressed during February by the repeated expressions 

of Federal Reserve resolve to continue to address the need 

f o r  curbing inflationary pressures, and to adhere to its mone

tary policy appoach even in the face of recession. Meanwhile, 

business credit demands remained strong, efforts to find ways 

to reduce the government deficit appeared to bear little fruit, 

and concern developed in the market that there might be a 

bulge in the money supply in April that would be resisted by 

the Federal Reserve. As a result, the view developed that 

U.S. interest rates might remain relatively high for longer 

than normal in a recession period. Other factors favorable 
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t o  t h e  d o l l a r  i nc luded  a cont inuing  winding down of i n f l a t i o n ,  

announcement of moderate wage set t lements  i n  several key 

i n d u s t r i e s ,  and reduced concern t h a t  o u r  c u r r e n t  account would 

move i n t o  s i z a b l e  d e f i c i t .  

The d o l l a r  also b e n e f i t e d  from a p e r c e p t i o n  t h a t  t h e  

worldwide r e c e s s i o n  and a sh r ink ing  OPEC s u r p l u s  may b e  add

ing  t o  t h e  s t r a i n s  a l r e a d y  inf l ic t ing  Europe and Japan. T h e i r  

e x p o r t s  seem less  l i k e l y  t o  i n c r e a s e  s u f f i c i e n t l y  t o  p rov ide  

t h e  boos t  needed t o  combat t h e  s lugg i shness  of demand and 

unemployment problems a t  home. Already, f i g u r e s  fo r  Japan 

and Germany f o r  t h e  e a r l y  months of 1 9 8 2  sugges t  t h a t  t h e  

expor t  performance of t h o s e  two c o u n t r i e s  i s  f a i l i n g  t o  l i ve  

up t o  e x p e c t a t i o n s .  Moreover, t h e  d e c l i n e  of OPEC's i n v e s t 

i b l e  s u r p l u s  has  gene ra t ed  concern t h a t ,  a t  cur ren t  i n t e r e s t  

r a t e s  and sp reads ,  it may b e  more d i f f i c u l t  than  b e f o r e  f o r  

c o u n t r i e s  t o  a t t r a c t  c a p i t a l  inf lows.  

The changing i n t e r n a t i o n a l  environment i s  seen  i n  

t h e  market a s  i n c r e a s i n g  t r a d e  f r i c t i o n s  and compe t i t i ve  pres

s u r e s  g e n e r a l l y ,  and having an adverse e f f e c t  on some c u r r e n c i e s  

With r e  s p  e c  t t o  Japan,  t h e  EC announced it i s  p r e p a r i n g  

t o  t a k e  i n i t i a t i v e s  a g a i n s t  t h a t  count ry  under  GATT, and l e g i s 

l a t i o n  r e q u i r i n g  " r e c i p r o c i t y "  i n  t r a d e  h a s  been proposed i n  

our  Congress.  These developments have had a d e p r e s s i n g  e f f e c t  

on t h e  yen, which has  weakened more a g a i n s t  t h e  d o l l a r  than  

have most European c u r r e n c i e s .  Within Europe, t h e  market 

s enses  t h a t  t h e s e  developments have i n c r e a s e d  c o u n t r i e s '  d e s i r e s  
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t o  p r o t e c t  or improve their competitive p o s i t i o n s  i n  world 

m a r k e t s .  I n  t h i s  c o n t e x t ,  a renewed s p e c u l a t i v e  a t t a c k  developed 

w i t h i n  t h e  EMS a g a i n s t  the French f r a n c  a n d , t o  a lesser e x t e n t ,  

t h e  Belg ian  f r a n c  and I t a l i a n  l i r a .  These p re s su res ,  which 

were i n t e n s e  f o r  about  t w o  weeks i n  mid-Narch, have now been 

b l u n t e d  by t h e  French t a k i n g  monetary and exchange-control 

measures and s izable  intervent ion--but  no t  w i thou t  dragging 

even t h e  s t r o n g e s t  c u r r e n c i e s  w i t h i n  t h e  EMS, t h e  mark and 

g u i l d e r ,  down aga ins t  t h e  d o l l a r .  

The more p e s s i m i s t i c  ou t look  f o r  t h e  i n t e r n a t i o n a l  

economy a l s o  implies  t h a t  t h e  major c o u n t r i e s  abroad must 

look even more t o  i n t e r n a l  r a t h e r  t han  external means f o r  

s t i m u l a t i n g  t h e i r  economies. Already, a gene ra l i zed  lower

i n g  of European i n t e r e s t  rates l a t e  i n  January had l e f t  the 

market w i t h  t h e  impression t h a t  t h e  cen t ra l  banks a t  home were 

prepared  t o  see t h e i r  i n t e r e s t  rates cont inue  t o  d e c l i n e  even 

i f  U.S. i n t e r e s t  rates d i d  n o t .  T a l k  spread i n  t h e  market 

of c a p i t a l  or exchange c o n t r o l s  t h a t  would pe rmi t  c e n t r a l  

banks t o  c u t  i n t e r e s t  rates. Then, about the time U.S. i n t e r e s t  

rates eased i n  l a t e  February ,  t h e  a u t h o r i t i e s  i n  a number of 

c o u n t r i e s  a l s o  moved t o  allow t h e i r  domestic i n t e re s t  rates 

t o  d e c l i n e  by a t  l e a s t  as much. And, on March 1 8  cen t ra l  

banks of three countries--Germany, Swi tzer land ,  and t h e  Nether

lands--dropped t h e i r  o f f i c i a l  l ending  rates by a f u r t h e r  1/2 per

cen tage  p o i n t .  Thus, by  t h e  end of t h e  pe r iod ,  i n t e r e s t  r a t e  

d i f f e r e n t i a l s  f avor ing  t h e  d o l l a r  had n o t  narrowed, b u t  i n  

most cases had widened. 
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The economic problems are be in7  seen a g a i n s t  t h e  

background of c o n t i n u i n g  p o l i t i c a l  u n c e r t a i n t i e s  i n  a number 

of c o u n t r i e s  i n  Europe. These concerns became more immediate 

w i t h  t h e  approach of r e g i o n a l  e l e c t i o n s  i n  Germany and France 

i n  mid-March, e l e c t i o n s  which i n  t h e  e v e r t n e i t h e r  qovernment 

d i d  very  w e l l .  

I n  view of t h e  s t r e n g t h  of sen t iment  f o r  t h e  d o l l a r ,  

some c e n t r a l  banks appear  t o  have s c a l e d  back t h e i r  own i n t e r 

ven t ion  a c t i v i t y .  O f f i c i a l s  i n  major c o u n t r i e s  abroad seem 

t o  f e e l  t h a t  w i thou t  any i n d i c a t i o n  t h a t  t h e  U.S. might be 

w i l l i n g  t o  i n t e r v e n e  t o  sel l  d o l l a r s ,  which they  feel might 

have an  impor tan t  e f f e c t  on marke t  psychology, a c t i n g  on 

t h e i r  own t h e y  can  ach ieve  l i t t l e  through i n t e r v e n t i o n  t o  

i n f l u e n c e  t h e  t r e n d  of t h e i r  exchange rate a g a i n s t  t h e  s t r o n g  

d o l l a r .  They t end  t o  ope ra t e ,  i f  a t  a l l ,  s imply t o  t r y  and 

keep t h e  movements o r d e r l y .  The c e n t r a l  banks of Germany, 

Swi t ze r l and ,  and t h e  Netherlands are now a l s o  c o n s t r a i n e d  

by t h e  p r e s s u r e s  any a c t i o n  they  t a k e  t o  se l l  d o l l a r s  might 

impose on t h e  exchange ra te  r e l a t i o n s h i p s  w i t h i n  Europe. 

Thus, most o f  the $11b i l l i o n  G-10 o f f i c i a l  i n t e r v e n t i o n  

du r ing  t h e  i n t e r m e e t i n g  per iod w a s  EMS r e l a t e d .  Apart  from 

t h e s e  t r a n s a c t i o n s ,  t h e  Bundesbank h a s  p r e t t y  much l i m i t e d  

i t s  a c t i v i t y  t o  o p e r a t i n g  a t  t h e  F r a n k f u r t  f i x i n g  simply t o  

f a c i l i t a t e  t h e  f i x i n g  process .  The Bank o f  Japan s o l d  about  

w i t h  s i z a b l e  o p e r a t i o n s  be ing  done through t h e  

U . S .  i n  N e w  York. But  t hey ,  t o o ,  have been r e l u c t a n t  t o  t r y  t o  

d i g  i n  t o  s t o p  t h e  yen from dropping any f u r t h e r .  The Bank of 

Canaia has a l s o  been a substantial seller of d o l l a r s .  



PETER D. STERNLIGHT 
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Monetary growth ran somewhat below p a t h  du r ing  much 

of t h e  i n t e r m e e t i n g  pe r iod ,  though it tended  t o  c a t c h  up t o  

near-path l e v e l s  by mid-March. AS February progressed,  wi th  

a moderate d e c l i n e  i n  M 1  r eve r s ing  some o f  t h e  huge January 

bulge,  and M2 a l s o  a l i t t l e  below pa th ,  p u r s u i t  of t h e  path-

r e l a t e d  nonborrowed r e s e r v e  l e v e l s  pe rmi t t ed  some d e c l i n e  i n  

borrowings and e a s i n g  of money market p r e s s u r e s ,  a l though t h e  

impact was de layed  u n t i l  la te  i n  t h e  month. Borrowing tended 

to  run above a n t i c i p a t e d  l e v e l s  i n  mid-February, i n  t h e  $1.6 -
$1.7 b i l l i o n  a r e a ,  whi le  Federa l  funds moved up from about 1 4  

pe rcen t  i n  l a t e  February.  

I n  March, whi le  money growth resumed and o f f s e t  

p a r t  of t h e  February d e c l i n e ,  t h e  below p a t h  l e v e l  of demand 

f o r  r e s e r v e s  pe rmi t t ed  borrowing t o  s t a y  below t h e  $1.5 b i l l i o n  

i n i t i a l  borrowing assumption-- largely ranging  around $1 1 / 4  

b i l l i o n .  Fede ra l  funds  remained about  1 4  p e r c e n t  i n  e a r l y  

March and then  c r e p t  up t o  a 14 3/8 - 1 4  7/0 percen t  range 

l a t e r  i n  t h e  month. So f a r  t h i s  week, through t h e  weekend, 

t h e  funds ra te  averaged 14.32 percen t ,  a l though today ' s  t r a d i n g  

r o s e  t o  t h e  15 - 15 1/2 pe rcen t  area a p p a r e n t l y  because of 

quar te r -end  s t a t emen t  d a t e  p re s su res .  
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�or the first four-week subperiod--ending March 3, 


total reserves ran about $70 million below path while non-


borrowed reserves were about $20 million above their path. 


For the second subperiod--the four weeks ending March 31--it 


looks as though demand for total reserves is running about 


$150 million below path, although if all the potential 


technical reserve multiplier adjustments were taken the 


demand for total reserves would be quite close to path. 


However, given the tendency for borrowing to run below 


expectations in early March, the full use of the reserve 


multiplier adjustments would have imposed an increasing 


borrowing gap on the banking system--to well above the 


initial $1.5 billion level--which seemed inconsistent with 


the basically close-to-path, or even slightly below path, 


performance of the monetary aggregates. Hence, some dis


cretion was exercised in applyinq these adjustments. In 


the current week, the anticipated borrowing level is about 


$1.4 billion. 


Outright Desk activity was fairly moderate and 


largely offsetting during the period. There were purchases 


of about $1.5 billion of bills and a few coupon issues from 


foreign accounts, more than offset by sales of about $1.9 


billion of hills, nearly all to foreign accounts, and re


demptions of $600 million in bills and a small amount of 


agency issues. Net, outright holdings were down about $940 
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million. Sales and redemptions were concentrated in the 


early March period when reserves were being released by 


a rundown in Treasury deposits and a reduction in reserve 


requirements as part of the Monetary Control Act phase-in. 


Short-term reserve adjustments were used actively 

to cope with temporary effects of market factors. A notable 

complication in this regard was the very high level of 

Treasury balances at the Federal Reserve in late February. 

Total Treasury cash outran the capacity of commercial bank 

depositories to hold note balances and their balance as the 

Fed ran several billions above the normal $ 3  billion level. 

(A similar situation could arise in late April, although 

efforts are under way to see if the holding capacity of 

the commercial banks can be enlarged to deal with future 

situations of this kind.) 

Yields on fixed income securities fluctuated fairly 

widely over the February-March interval, ending up modestly 

lower on balance. Rates rose in early February in the wake 

of concerns about large budget deficits and the absence of a 

quick reversal of the early January money bulge--which 

observers could see was resulting in increased pressure on 

reserve positions. The Treasury's large February refunding 

was received unenthusiastically and the new issues weighed 

on the market for a time. Later in February, and into early 
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>larch, t h e  m a r k e t  r a l l i e d  b r i s k l y ,  r e s p o n d i n g  t o  i n d i c a t i o n s  

of some r e v e r s a l  of t h e  January  money h u l g e  a n d  a spa te  of 

s t a t i s t i c s  s u g g e s t i n g  con t inued  weakening of t h e  economy. 

The marke t  had  a l s o  been  encouraged ear l ie r  i n  F e b r u a r y  by 

Chairman V o l c k e r ’ s  s t a t e m e n t  t h a t  t h e  F e d e r a l  Reserve would 

c o n s i d e r  money s u p p l y  i n  t h e  h igh  p o r t i o n  of t h e  r a n g e ,  o r  

even  temporar i ly  above  t h e  range ,  t o  be a c c e p t a b l e .  An 

a d d i t i o n a l  p l u s  f a c t o r  w a s  t h e  unexpec ted ly  h i g h  l e v e l  of 

T r e a s u r y  c a s h  b a l a n c e s  i n  l a t e  February ,  l e a d i n g  t o  some 

s c a l i n g  down of estimated near- term bor rowing  n e e d s .  The 

r a l l y  r a n  o u t  of steam, though, as day-to-day money rates 

fa i led  t o  d e c l i n e  as much as had been hoped, and  e v e n  backed  

up  somewhat a s  money growth  resumed. Moreover,  as March 

p roceeded ,  some of t h e  economic r e p o r t s  l o o k e d  a b i t  s t r o n g e r  

even  though t h e r e  w a s  awareness  t h a t  much of t h i s  r e p r e s e n t e d  

a bounce back  from t h e  impact  of e s p e c i a l l y  s e v e r e  w e a t h e r  

i n  Janua ry .  

Meantime, i n c r e a s i n g  concern  d e v e l o p e d  o v e r  t h e  

budge t  o u t l o o k  as p a r t i c i p a n t s  looked pas t  t h e  c u r r e n t l y  

f l u s h  T r e a s u r y  p o s i t i o n  t o  t h e  s t i l l  v e r y  high--and even  

g rowing- -e s t ima tes  of d e f i c i t s  y e t  t o  come. T h e r e  w a s  d i s 

couragement  a b o u t  t h e  l a c k  of v i s i h l e  p r o g r e s s  i n  e f f o r t s  

t o  con ta in  t h e  d e f i c i t s .  Only modest c o m f o r t  was t a k e n  

f r o m  t h e  r e p o r t s  of s u b s t a n t i a l  slowdowns i n  p r i c e  i n c r e a s e s ,  

a s  t h e r e  was c o n c e r n  t h a t  b u s i n e s s  recovery- -even  a weak one-

a l o n g  w i t h  o u t s i z e  F e d e r a l  d e f i c i t s  would b r i n g  an  e a r l y  
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resumption of upward p r i c e  pressures .  My impress ion  i s  t h a t  

m o s t  market p a r t i c i p a n t s  b e l i e v e  the  Fed w i l l  hold f i rm  i n  

i t s  a n t i - i n f l a t i o n a r y  s t ance  hut  t!ie c o n v i c t i o n  is n o t  SO 

u n i v e r s a l l y  or deep ly  he1.d t h a t  s igns  s u a q e s t i n g  r e l a x a t i o n  

of t h a t  s t a n c e  would not  be seized upon f a i r l y  q u i c k l y  as 

evidence of a weakened resolve.  F i n a l l y ,  a n e g a t i v e  f a c t o r  

i n  t h e  near- term rate  out look is t h e  s u b s t a n t i a l  concern 

over  a b i g  money supply bulge i n  Apr i l .  

On ba lance  over t h e  per iod,  b i l l  r a t e s  were down 

about  25-50 b a s i s  po in ts .  Three- and six-month b i l l s  were 

auc t ioned  today  a t  about 13.40 and 13.25 p e r c e n t ,  compared 

w i t h  13.85 percent for each i s s u e  on February 1. A t  one 

p o i n t  d u r i n g  t h e  pe r iod ,  b i l l  r a t e s  f e l l  t o  a b o u t  12 percent .  

The Treasury  r a i s e d  about $5 b i l l i o n  i n  t h e  b i l l  market 

du r ing  t h e  p e r i o d ,  although because of t h e i r  t empora r i ly  

s t r o n g  c a s h  pos i t ion  they made a couple  of r e d u c t i o n s  i n  

t h e  volume of 3- and 6-month i s s u e s  be ing  o f f e r e d  each week. 

N o  doubt,  t h e y ' l l  have to  r e t u r n  t o  h ighe r  amounts i n  another  

month or two. 

Ra te s  on o t h e r  s h o r t  paper--bank CD's and commercial 

paper--come down about  s i m i l a r l y  wi th  b i l l s ,  a l though some 

i nc reased  concern over  q u a l i t y  has been voiced and a t  times 

t h e r e  w a s  ev idence  of widening spreads vs.  Treasury b i l l s .  

T h e  prime r a t e  was a somewhat d i f f e r e n t  s t o r y .  The day of 

t h e  l a s t  Commi t t ee  meeting, February 2 ,  the prime r a t e  was 
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j u s t  i n  p rocess  of r i s i n g  from 15 3/4 t o  1 6  1 /2  pe rcen t .  

I t  r o s e  f u r t h e r  t o  17  percent  l a t e r  i n  February and then  

came o f f  t o  1 6  1 /2  i n  March, and b r i e f l y  was a t  1 6  f o r  

s e v e r a l  l a r g e  banks. 

For i n t e r m e d i a t e  and longer  Treasury m a t u r i t i e s ,  

n e t  y i e l d  d e c l i n e s  over  t h e  i n t e r v a l  were on t h e  o r d e r  of 

4 0  to  75 b a s i s  p o i n t s .  The Treasury r a i s e d  abou t  $15 b i l l i o n  

through the coupon marke t ,  inc luding  around $ 1  1 /2  b i l l i o n  

d i r e c t l y  f rom f o r e i g n  accounts.  P a r t  of t h e  y i e l d  d e c l i n e  

i n  t h e  long end may r e f l e c t  t h e  Treasu ry ' s  p r e s e n t  i n a b i l i t y  

t o  s e l l  bonds u n t i l  t h e  Congress g r a n t s  f u r t h e r  a u t h o r i t y  

for  i s s u e s  w i t h  y i e l d s  above 4 1 / 4  percent .  The Congress 

seems t o  be i n  no h u r r y  t o  do t h i s .  The Treasury  has  a l r e a d y  

cance l l ed  t h e  20 y e a r  i s s u e  t h a t  would have been o f f e r e d  a t  

t h i s  t i m e ,  and t h e r e  is i n c r e a s i n g  doubt about  t h e  a b i l i t y  

t o  inc lude  a long bond i n  t h e  q u a r t e r l y  re funding  i n  May. 

Lacking such a u t h o r i t y ,  t h e  Treasury w i l l  have t o  p r e s s  more 

i n t o  s h o r t e r  coupon i s s u e s  o r  b i l l s .  

Rates  on c o r p o r a t e  i s s u e s  a l s o  d e c l i n e d  over  

t h e  i n t e r v a l .  N e w  i s s u e  volume picked up i n  l a t e  February 

and i n t o  March, a f t e r  very  l o w  a c t i v i t y  e a r l i e r  i n  t h e  year .  

More r e c e n t l y ,  new i s s u e  volume has  faded aga in  a s  r a t e s  

backed up. A heavy pent-up demand f o r  long-term funds  

remains. 
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Tax exempt y i e l d s  showed a l e s s e r  y i e l d  d e c l i n e  

for  t h e  pe r iod  than  Treasury or corpora te  issues. New 

issuance was n o t  as  v a r i a b l e  a s  i n  t h e  c o r p o r a t e  market, 

b u t  a l s o  showed a heav ie r  March volume a f t e r  a slow February. 



James L .  K i c h l i n e  
March 2 9 ,  1982  

F O M C  BRIEFING 

Economic a c t i v i t y  i n  t h e  f i r s t  q u a r t e r  i s  e s t i m a t e d  

t o  h a v e  d e c l i n e d  a t  a 4f  p e r c e n t  annual  r a t e ,  t h e  same a s  i n  

t h e  p r e c e d i n g  q u a r t e r .  B u t  f i n a l  s a l e s  a p p e a r  t o  have l e v e l e d  

o f f  and t h e  d rop  i n  r e a l  GNP t h i s  q u a r t e r  i s  a t t r i b u t a b l e  t o  

a s u b s t a n t i a l  l i q u i d a t i o n  of i n v e n t o r i e s .  The s t a f f ' s  f o r e c a s t  

of t h e  economy o v e r a l l  has  n o t  been a l t e r e d  i n  a ma jo r  way 

s i n c e  t h e  l a s t  mee t ing  o f  t h e  Committee, a l t h o u g h  i t  h a s  been 

t i l t e d  toward somewhat more r e a l  growth a n d  l e s s  i n f l a t i o n ,  

r e f l e c t i n g  i n  p a r t i c u l a r  a r e a s s e s s m e n t  of f i s c a l  s t imulus 

and t h e  r e c e n t  and p r o s p e c t i v e  deve lopments  i n  ene rgy  p r i c e s .  

The s e v e r e  w in te r  wea the r  d i s t o r t e d  a c t i v i t y  e a r l y  

t h i s  y e a r ,  a l t h o u g h  i t  i s  c l e a r  t h a t  t h e  r a t e  o f  d e c l i n e  i n  

t h e  economy h a s  s lowed c o n s i d e r a b l y  i n  r e c e n t  months.  In l a b o r  

m a r k e t s ,  nonfarm p a y r o l l  employment dropped 300,000 per month 

d u r i n g  t h e  f o u r t h  q u a r t e r ,  b u t  a t  o n e - t h i r d  t h a t  r a t e  between 

December and F e b r u a r y .  I n i t i a l  c l a i m s  f o r  unemployment compensa

t i o n  s i n c e  t h e  Februa ry  l a b o r  marke t  su rvey  have remained h i g h  

and a r e  c o n s i s t e n t  w i t h  f u r t h e r  i n c r e a s e s  i n  t h e  unemployment 

r a t e .  However, deve lopmen t s  i n  v a r i o u s  s e c t o r s  of t h e  economy 

s u g g e s t  t h a t  t h e  b u l k  of t h e  d o w n w a r d  a d j u s t m e n t  i n  l a b o r  demands 

i s  p r o b a b l y  beh ind  u s , a n d  we a r e  p r o j e c t i n g  t h a t  the  unemploy

ment r a t e  w i l l  peak a round  9& p e r c e n t  t h i s  s p r i n g ,  u p  a b o u t  

1 / 2  p e r c e n t a g e  p o i n t  f rom t h e  r a t e  i n  Februa ry .  
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I n d u s t r i a l  p r o d u c t i o n  con t inued  t o  f a l l  i n  t h e  e a r l y  

months o f  t h i s  y e a r ,  b u t  n o t h i n g  l i k e  t h e  s t eep  d e c l i n e s  l a t e  

i n  1981; t h e  i n d u s t r i a l  p r o d u c t i o n  index  a v e r a g e d . l / Z  p e r c e n t  

pe r  month lower  i n  J a n u a r y  and February compared w i t h  2 percent  

monthly d e c l i n e s  i n  November a n d  December w h e n  most  s e c t o r s  

began t o  a d j u s t  t o  s h a r p l y  r i s i n g  i n v e n t o r i e s .  The o n l y  ma jo r  

component of o u t p u t  t h a t  has  shown p e r s i s t e n t  s t r eng th  i s  defense.  

P r o d u c t i o n  a d j u s t m e n t s  have been p a r t i c u l a r l y  s h a r p  

i n  t h e  a u t o  i n d u s t r y ,  w i t h  o u t p u t  reduced t o  under  h a l f  of 

c a p a c i t y  s o  f a r  t h i s  y e a r .  While p r o d u c e r s  s l a s h e d  o u t p u t ,  

a u t o  s a l e s  p i c k e d  u p  i n  t h e  f i r s t  q u a r t e r  i n  r e s p o n s e  t o  v a r i o u s  

r e b a t e  and i n c e n t i v e  programs,  and rough ly  o n e - h a l f  of t h e  

e s t i m a t e d  $30 b i l l i o n  r u n o f f  of i n v e n t o r i e s  i n  t h e  f i r s t  q u a r t e r  

i s  i n  t h e  a u t o  a r e a .  A t  t h e  p r e s e n t  t ime i t  a p p e a r s  t h a t  t h e  

p r o d u c t i o n  a d j u s t m e n t s  have b r o u g h t  s t o c k s  i n t o  a r e a s o n a b l e  

a l i g n m e n t  w i t h  s a l e s ,  b u t  i t ' s  a f r a g i l e  s i t u a t i o n  a n d  t h e  n e a r -

term s a l e s  o u t l o o k  r ema ins  poor  g iven  s l u g g i s h  income g r o w t h ,  

h igh i n t e r e s t  r a t e s ,  and h igh  a u t o  p r i c e s .  

R e t a i l  s a l e s  o t h e r  t h a n  a u t o s  were a b o u t  f l a t  i n  

J a n u a r y  and F e b r u a r y  and t h i s  i s  c o n s i s t e n t  w i t h  l i q u i d a t i o n  

of i n v e n t o r i e s  i n  t h e  r e t a i l  t r a d e  s e c t o r .  The f o r e c a s t  does  

n o t  e n v i s a g e  s t r e n g t h  i n  consumer s a l e s  u n t i l  a f t e r  midyear  

when d i s p o s a b l e  incomes a r e  boos ted  by t h e  income t a x  c u t s .  

In f a c t ,  i n  o r d e r  t o  s u p p o r t  consumption d u r i n g  t h e  f i r s t  q u a r t e r ,  

consumers  r educed  t h e i r  s a v i n g  r a t e  1 p e r c e n t a g e  p o i n t  t o  a round 

5 p e r c e n t .  
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I n  t h e  h o u s i n g  s e c t o r ,  s t a r t s  and p e r m i t s  t h r o u g h  

February  c o n t i n u e d  t o  edge  u p  from t h e  e x c e p t i o n a l l y  low l e v e l s  

r eached  l a s t  f a l l .  However, t h e  t i g h t  c o n d i t i o n s  i n  mor tgage  

m a r k e t s  c u r r e n t l y  and  i n  p r o s p e c t  s u g g e s t  hous ing  marke t  a c t i v i t y  

w i l l  grow l i t t l e  i n  coming q u a r t e r s ,  b u t  even so th i s  i m p l i e s  

some r i s e  i n  e x p e n d i t u r e s  f o r  r e s i d e n t i a l  s t ruc tu res  i n  

r e a  terms f o l l o w i n g  a y e a r  of l a r g e  d e c l i n e s .  

Both e x p o r t s  and b u s i n e s s  f i x e d  i n v e s t m e n t  a r e  a r e a s  

whe e d e c l i n e s  o c c u r r e d  i n  t h e  f i r s t  q u a r t e r  and t h e s e  s e c t o r s  

a r e  p r o j e c t e d  t o  c o n t i n u e  downward i n  t he  p e r i o d  ahead .  Expor t  

m a r k e t s  have weakened i n  r e s p o n s e  t o  t h e  h i g h  v a l u e  o f  t h e  

d o l l a r  and poor  economic a c t i v i t y  a b r o a d .  Bus iness  f i x e d  i n v e s t 

ment spend ing  has  d e t e r i o r a t e d  i n  r e s p o n s e  t o  d e c l i n e s  i n  f i n a l  

s a l e s ,  u n d e r u t i l i z a t i o n  of c a p a c i t y ,  s i c k  p r o f i t s  and t h e  h igh  

c o s t  of c a p i t a l .  O r d e r s  and c o n t r a c t s  a r e  c o n s i s t e n t  w i t h  

a d d i t i o n a l  weakness  i n  t h e  i n v e s t m e n t  s e c t o r .  N e v e r t h e l e s s ,  

t h e r e  does  n o t  seem t o  be a m a j o r  c o l l a p s e  of i n v e s t m e n t  spend

i n g  o n  t h e  h o r i z o n ,  g i v e n  s u r v e y  e v i d e n c e  and q u a l i t a t i v e  r e p o r t s ,  

b u t  t h i s  a r e a  of t h e  economy h a s  a p p r e c i a b l e  downside r i s k s .  

I n  t h e  a g g r e g a t e  t h e  s t a f f  f o r e c a s t  i m p l i e s  t h a t  

t h e  r e c e s s i o n  has  n e a r e d  t h e  bot tom and f o r  1982 a s  a whole 

r e a l  g r o w t h  i s  p r o j e c t e d  a t  I t  p e r c e n t  a n d  n e a r l y  t w i c e  t h a t  

i n  1983.  On t h e  p r i c e  s i d e  r e c e n t  per formance  has  been very 

good,  he ped a l o n g  o f  c o u r s e  by weak marke t s  and i n v e n t o r y  

1 i q u i d a t  o n .  For 1982 we a r e  p r o j e c t i n g  a r i s e  i n  t h e  b u s i n e s s  

p r o d u c t  i x e d - w e i g h t e d  d e f l a t o r  of 6 p e r c e n t - - 3  p e r c e n t a g e  
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p o i n t s  s l o w e r  t h a n  l a s t  yea r - - and  f o r  1983 a f u r t h e r  d e c l i n e  t o  5 

p e r c e n t  i s  e x p e c t e d .  The p r i c e  f o r e c a s t s  have been reduced  l a r g e l y  

i n  r e s p o n s e  t o  r e c e n t  and p r o s p e c t i v e  developments  i n  energy  

m a r k e t s .  While we a n t i c i p a t e  t h a t  world o i l  m a r k e t s  w i l l  f i r m  

u p  l a t e r  t h i s  y e a r  a s  e x c e s s  s t o c k s  a r e  worked o f f  a n d  demands 

r i s e ,  n e v e r t h e l e s s  o i l  p r i c e s  i n  1982 a r e  now p r o j e c t e d  t o  

f a l l  and i n  1983 t o  r i s e  l e s s  t h a n  t h e  g e n e r a l  r a t e  of i n f l a t i o n .  

F i n a l l y ,  I might  n o t e  t h a t  what t h e  Congress and 

t h e  A d m i n i s t r a t i o n  may u l t i m a t e l y  do w i t h  t h e  f i s c a l  1983 budget  

r ema ins  t o t a l l y  u n c l e a r .  We have m a i n t a i n e d  t h e  assumpt ion  

t h a t  rough ly  o n e - h a l f  o f  t h e  P r e s i d e n t ' s  spending  c u t s  and 

revenue  r a i s i n g  measu res  w i l l  be e n a c t e d .  B u t  an  a s s e s s m e n t  

of t h e  A d m i n i s t r a t i o n ' s  budget  d e t a i l s  which became a v a i l a b l e  

a f t e r  t h e  l a s t  meet ing  of t h e  Committee and o t h e r  i n f o r m a t i o n  

has l e d  us t o  r e v i s e  f e d e r a l  spending  l e v e l s  upward. T h i s  

has added some s t i m u l u s  t o  demands i n  t h e  f o r e c a s t  a l t h o u g h  

i t  e n t a i l s  a d e f i c i t  o f  n e a r l y  $160 b i l l i o n  f o r  f i s c a l  1983. 

In a n  envi ronment  o f  monetary r e s t r a i n t ,  f i n a n c i n g  t h a t  d e f i c i t  

i s  expec ted  t o  m a i n t a i n  i n t e r e s t  r a t e s  a t  h igh l e v e l s  a n d  c o n s t r a i n  

i n t e r e s t - s e n s i t i v e  p r i v a t e  s e c t o r s  of t h e  economy. I t  a l s o  

means t h a t  t h e r e  i s  c o n s i d e r a b l e  p o t e n t i a l  f o r  f i n a n c i a l  d i s 

r u p t i o n s  g iven  t h e  weakened s t a t e  of n o n f i n a n c i a l  and f i n a n c i a l  

b u s i n e s s e s .  

* * * * *  




S. A. Axilrod 
March 30, 1982 

FOMC BRIEFING 

One of  the  p r i n c i p a l  i s s u e s  before  the Corni t tee  today is t h e  

ques t ion  of whether, OK how long, M 1  should be permitted,  o r  encouraged, 

t o  run above i t s  cu r ren t  long-range t a r g e t  i n  view of the  need t o  

f inance economic recovery. The response t o  t h i s  quest ion depends i n  

p a r t  on assessment of whether t h e  recent  apparent increase  i n  l i q u i d i t y  

preference ( r e l a t i v e  t o  income) w i l l  be long- las t ing  o r  whether i t  w i l l  be 

unwound over t h e  next s e v e r a l  months. 

I n  a mechanical o r  a r i t hme t i c  sense there  is scope t o  f inance  

t h e  s t a f f ' s  projected nominal GNP expansion of about 7% percent f o r  t h e  

year  with growth of M 1  i n  t h e  upper h a l f  of the 2% t o  5f percent  annual 

range f o r  M1.  Those r e l a t i o n s h i p s  imply a r i s e  i n  t h e  ve loc i ty  of M 1  f o r  t h e  

year  on the  o rde r  of 2% t o  3 percent ,  wel l  wi th in  t h e  range Of h i s t o r i c a l  

experience.  I n  t h e  f i r s t  qua r t e r  the ve loc i ty  of Ml ac tua l ly  declined 

a t  n e a r l y  a 10 percent  annual r a t e .  Ari thmetical ly ,  th is  leaves room for 

a r i s e  i n  v e l o c i t y  over t h e  forthcoming three  qua r t e r s  averaging about 

6f t o  75 percent  a t  a n  annual r a t e  (with Ml growth on a quar t e r ly  basis 

averaging around 3 t o  4 percent  per  annmn). 

Such a v e l o c i t y  increase is not  p a r t i c u l a r l y  out of keeping with 

experience i n  t h e  e a r l y  s t ages  of a recovery, e spec ia l ly  t h e  1975 experience.  

But every economic cyc le  seems t o  have i t s  own unique c h a r a c t e r i s t i c s .  And 

t h e  economic ques t ion  a t  i s s u e  is whether such a r i s e  i n  ve loc i ty  can take  

p lace  without a t t endan t  upward i n t e r e s t  r a t e  pressures  t h a t  might in p r a c t i c e  

r e s t r a i n  t h e  pace of recovery below what t h e  C o m i t t e e  views a s  acceptable .  

I f  the  recent  increased preference fo r  l i q u i d i t y  is not long-

l a s t i n g ,  the  odds a r e  p r e t t y  good t h a t  a reasonable economic recovery 
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can be financed within the Committee's present targets. 
 For that to 

happen, it probably requires the build-up in liquidity of late last year 

and early this year to be at least partly unwound--with those funds 

willingly used to support a rebound in spending or invested in longer-term 

assets. Such a development, if it happens, would be reflected, most likely, 

in a marked further slowing in expansion of the NOW account component of M1 

and. probably along with that, a return to a substantial rate of decline 

in outstanding savings deposits. 

Should the public, on the other hand, want to continue saving 


in the highly liquid form of NOW accounts at something like the pace of 


the last month or two it greatly diminishes the odds on financing reasonable 


economic recovery within the constraints of the present monetary targets, 


especially the M1 target. 
 For M1 growth to be within target under the 

circumstances, there would need to be offsetting shifts out of demand 

deposits or NOW accounts because of, say, increased use of sweep accounts 

or some new decision by DIDC creating a highly liquid short-term account 

that is not directly a transactions account. (Or, parenthetically, growth 


in NOW accounts could be relatively high but matched by a corresponding 

weakness in demand deposits if there were greater continuing shifts into 

NOW accounts out of existing assets than we have assumed; our assumption, of 

course, is that the remaining shift is quite modest). 

Should the recent increase in liquidity preference not be 

unwound--or not be offset in  measured M1 by adaptations to new financial 

innovations--the Committee might necessarily again be faced with the 

question of whether the base for the 1982 target should be the lower limit 

of last year's target band rather than the actual Q I V  '81 level. This 

would make a difference in allowable growth for the year 1982 of about 
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one percentage point. Such a higher base, incidentally, would place the 

level of M1 in March within the 2# to 5% percent range. Growth by 

March '82 from the lower limit of the 1981 range is at just under a 5 percent 

annual rate. 


Problems raised by the recent apparent changes in liquidity 

preference also raise questions for the interpretation of M2, whose velocity 

also declined sharply, by about a 9%percent annual rate in the first 

quarter. The M2 target for the year can be comfortably attained with 

economic recovery if such a decline is followed by an enhanced willingness 

to spend out of the assets built up in the first quarter; this seems to require 

not only that growth in its M1 component slows as income growth accelerates 

but also that growth in its nontransactions component slows aom*at from the 

first quarter pace. While similar issues in connection with liquidity preference 

behavior of the public can be raised for both M2 and MI, such preference 

changes may have a more diluted effect on M2 because some shifts toward 


and away from liquidity are more likely to represent internal shifts 8mong the 


components of M2 whereas they may have a full effect on M1. 


Of the alternatives presented to the Cornittee, alternative A 


is most consistent with a view that the public's shift toward liquidity 

late last year and early this year may be relatively long lasting-or at 

least it is most consistent with a view that more time is needed before 


corning to a determination that the accumulated liquidity is being unwound. 


Alternative B may be thought of as an intermediate course, moving back 

toward the current long-run range but not reaching even the upper limit 


before around mid-year. Alternative C would be consistent with a rapid 
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unwinding of the recent l i qu id i ty  build-up to finance a rebound i n  nominal 

GNP growth. B u t ,  given the  projected GNP growth of the  second quarter,  

t h i s  a l te rna t ive  would require a more rapid abatement in l iqu id i ty  demand 


than we think l i k e l y  and thus is the a l ternat ive tha t  would most 


probably e n t a i l  r i s ing  interest  ra tes  from current levels  in the months 


ahead. 

A word probably needs t o  be said,  M r .  Chairman, about the very 

short-run problem of money growth i n  Apri l .  The problem with the seasonal 

for  tha t  month is explained i n  general terms i n  the bluebook. To provide 

some dimension t o  the question of how much of an understatement i n  April 

growth might be involved i n  the current seasonal, we looked a t  some 

al ternat ives  to  the current methodology and came up with an answer of 

2 t o  7 percentage points (annual ra te) .  We have made an allowance for an 

e r ror  i n  tha t  range i n  the proposed money paths. But there & a l s o  the 

chance that the present seasonal is right or  tha t  growth i n  April w i l l  be 

slowed below our path assumtions for  other reasons-in connection perhaps 

with unpredictable behavior i n  the largest  month by f a r  for tax payments 

and refunds. 

These uncertaint ies  argue, I believe, for  a certain f l e x i b i l i t y  

in the s e t t i n g  of reserve paths over the next few weeks. For example, 

consideration might be given t o  tolerance for  M1 growth a t  l e a s t  i n  the 

8 t o  10 percent range tha t  represents the range of A p r i l  growth ra tes  

presented i n  the a l te rna t ives  before the Committee--so long a s  M2 growth 

is not,  say, staying above i t s  current longer-tun range. The Comittee 

may also wish to  accommodate t o  a cer ta in  amount of weakness i n  Ml growth 

should i t  develop i n  April becavse of the vaiious uncertainties I 've noted, 

However, if M2 were also running below the path s e t  for the period ahead, 
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there would be much less of an argument for accommodation to weakness 

since it would then be presumptive that money demand as a whole was 

running weak relative to the Conunittee's underlying money supply objective. 

The optional language in the directive represents an effort t o  

give some weight to M2 as a balance wheel in judging the influence on the 

composition and level of reserves of behavior in M1-h connection not 

only with April aberrations but also with longer-run asset shifts generated 

by liquidity preferences. 




